OCT 22'@1 15:17 R \E LLF U 2 2346 713 758 2348 TO F713semes

E.22

Vinson&Elkdns

D tah
HOUSTQRN TEXAS TTeal.stis

- S TP RO SR U R L ,
T & el I ) -

y T H Eaa 1 8E D) 1o
£ rhero o Preie 2850

T1) .8 5181

October 15 2001

Pr Beged and Coahoeatisl:
.Anoru'_rCIecnlComrnunmt.on
28d Attorney Weork Product

Mr. Jarnes V. Dermick. Jr.
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1400 Smith Suzet

Houston, Texas 77002

¢

Re:  Preliminar Investigation of Alleyarions of an Anonymous Employes

Dear Jim:

You requested that Vinsoo & Elkins [L.LP {"V&ET) conduct an inVestgalion into censin
allegaticns initially made on an anonymous basis by an employes of Earon Corp. ("Enron™). Those
allegarions quesuon the propnety of Enron’s accounting Ureamment and public discloswes for cerun
deconsolidated entities known as Condor of Whitewing and ceTiain mansactions witharelaied parn.
LIM. and paruicularly Uansas : wrgwiti ]_TM kniown as Rapior vehicles. The anonymous employee
later identificd herself as Sherron Watkins. win met with Kenneth L. Lay. Chairman and Chief
£ xecutive Officer of ERTOTTfor-eppronimateirOne hour to express her concems and provided him
with matenials (o supplement het initial anonymous letier. This lener constituies our 1€pon with
respect 1o ow investigation and seus forth the scope of our TEView. the activities underaken the
identificanion of pnmary concems. and our analysis and conciusions with respectio those cONCEMS.

1. Scope of Undertaking

epcral. the scope of V&E'S underaking was 1o review the allegaticns raised by Ms
Watkuns anpnymous lener and supplemental matenials and 10 conduct an in: estiganion to determane

g ihe facts sbe has raised warrant further independent legal of accountng review.

By way of background. some of the supplemental materials provided %\%r\:;;@
proposed a senes of steps tor addressing the problems she percetved. which included? ioh O

independent legal counse) 10 conduct 2 wide-spread invesogation. and the engagement of
independent auditors. apparently for the purpose of analyZing FAnsaACHons n dewil and opining &3
10 the propriety ol the accounting treatment emploved by Earon and its suditors Arthur Andersen
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L.L.P.(CAA"). inpreinminany discussions Wwith sua. 1t wis Jeciced that our mitial approach would

not involve the second guessing of the gecouniing ddt e and reatment proy ided by AAL

that there

would be no detailed amalysis o7 each and even Iransatiion and that there would be no full scale
discoven stvle inquin . lnstead. the Inquins Would he connined 1o a Jeterminatior whether ihw
anony mous lerter and supplementa: matenals reised new factusl informanon that would warmant

broader invesugation.

2. Activires Und:rukn

Owur preliminary investiyation included the review of selected documents provided 10 us b
Enron and from ous intermal sourres, interviews with key Enron and A& personne) and discussions

with V&E anornevs who are familiar with legal fssues addressed by Enron
subject transaciions. The focus. of course. was Lo identify background i
personal views with respect 10 the C oncor/Whitewiny and Raptor vehicles an

with LIM.

Documents reviewed in this process included excerpts of meetings of
Directors. including minutes of mesungs of the Audit and Finance Commitiess of

8 cOnnecTian with the

d Enron's relationship

Enron's Board of
the Board. vanous

public nlings of Enron (annual reporis. 10-K's. 10-()'s). documents relating 10 Enron’'s fransactions
with LIM. including Deal Approval Shezts and Investment Surmmaries. and Vanous miscellancous

materials in the nature of preseniations and memoranda. The focus of our
deterune whether the requisite approval of the iransactions re ferenced in the an0OnYMOUs
been obizined from Ensop’s Board and its cornmittess. the namre of the disciosures m

materials and 10 provides general background information.

interviews were also conducted with various _Enron personnel basad
connection with the Tansactions involvjnremm LJM and Raptor.

document review was (o
letter had
ade with

respect 1o the wansactons and relastionships questioned by the anonymous lerter and suppiemental

either on their
or because they

were identfied in matenals provided by Ms. Watkins as persons who might share her concems.
Thosc persons inuervicwed were: Andrew S. Fastow. ve Vice President and Chief Financial
Officer, Richard B. Causey, Execubve Vice President and Chief Accounting Officer, Richard B.
Buy. Exccutive Vice Presidentand Chuef Risk Office.: G Whalley. Presidentand Chief Operating
Officer (formery Chairman of Envon Wholesale), Jeffrey McMahoa, President and ChiefExccutive

OfTicer, Enron Indusinal Markels {formerly Treasurer of Enron) : Jordan H. Mintz. Vice

and Generat Counsel of Envon Global Finance: Mark E Koemig. Exec !
Relations: Pauta H. Rieker, Managing Director. Investor Relauong” and Sherron Watkins, the puthor
of the anonymous lenier and supplemental matenals.

Interviews were alsoconducted with David 8 Duncan and Debra A. Cash. both partoers with

AA assigned to the Enron audit engagement

Preudent
. investor

]

E 68563



OCT Z2'Bt 15:17 FR LE ULP U 29 X2346 713 TS8 2346 TD 97135589836 .2

Mr. James V. Dermck Je
October 15, 2001
. Page 5
In additien to the foregoing formmal mieniens. Coscussions were Hikewise held with Rex
Rogers. Vice Presidznt and Assistant Generul Counse. A Emron. ang Ronald |oAsun ol V&L

regurding general background information and the ideautication of spacitic 1ssucs relanng (o the
maners raised by the 2nONYMOUa lerter and supplemezntal matenals.

Afier compieting IRIERViews with all of the furcgoing indjviduals. supplemental inIETEWs
were conducted with Andrew § Fastow and Richard B. Causey of Enron and Dovid B. Duncan and
Debra A. Cash of AA 10 confirm certain informanon Jearned in the overall intemvies oroCess.

As we initigdly discussed. we limited our interviews (with the exceprion of the AN pannaens
mentioned above) to individuals still employed with Enron. Therefore. we did not inteniew
individuals no longer with Enron mentioped in the anonymous letter of supplemental matenals ot
any thurd party related 10 LML

3. ldti;ﬂﬁcalion of Primary Concerns

Owr_preliminary investigaton revealed four primmany Artas O concem expressed W
Aonymous lener and supplemental materials. Accordingly. our documgn e
fview process focuses on those areas of concern and whether the facis raised &

anonymous lener and suppiemental materials presented any new information asto those T
may warrant iumther independent investigation. Those areas of pnmary CONCETN are &5 tollows:

a the apparent conflict of interests by Mr. Fastow’s ownership in LIM:

b. the accounting froatmenl accorded the Condor and Rapiotr smuciures in Enromn's
financial sutements:

c. the sdequacy of public disclosures of e Condor and Raptor transactions; and

d. the potcotial impact on Enron's (inancial statcments as & result of the
Condor Whitewing and Reptor \chicles because of the decline in value of the
merchant iavestoents placed in those v=hicles as well as the decline in the market

price of Enron commao sk,

Ouwr findings 1nd conclusions with respect 10 each of these areas of concern are set forth
separately Delow.

3. Conflict of Interest

M. Fastow acrually organized Two sepasale investmentparnerships. The first LYM-Cayman
L.P.("LIMI"). was launched in june. 1999. The LM conceptappears (0 kave been fully discussed

Confi ‘
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: ering



2CT 2201 15013 FR UE LLP M 2 Re b T13 THE 236 1L F/llcelTEle

Mr. James V. Demch. Je
Ocrober 13, 2001
Page 4

with the Offive of Th.e Chairman and was presented o and apnrer ed my bnron's Board of Direvios
ata special meeting on June 8. 1999. Thai approval iaciuded (he Board's waner of hiron s code
of ethics to permit Mr. Fastow 10 3ct as the genzral panner of 1M1, lhe priman purpose toe the
organizanion of LIMI wasto establish a non-Lnron catity with waick Frzon could enterinic 3 swap
ransaction to hedge its inv estment in Rhythms NeComnunications. [Twas likewise revounized that
LJM might negotiale o purchase additional esstsaf £ nroa's merchant pontolio. LM arscd S16
miltion 1n outside equiLy. invested 1n & Raptor vehicle (hat entered e 3 swap tor Rhyvtnms
NerCommunications and also purchased a sutficient porucn of Enron’s equity in the (uiaba powet

plant in Braal to allow Enron to desonsolidate that project.

The second invesonent partnership - LIM2 Co-lnvesument. L.P. ("LIM2"y - was organiesd
in October. 1999 At an Ocrober 11. 1999 meeling of the Finance Commiree of the Board of
Directors. Enron's activities with LIM1 were reviewed and the proposal for transacting business with
LJM?2 was discussed and approved. The Board of Directors. at its meeting op October 12. 1999.
waived Enron's code of cthics 10 permit Mr. Fasiow to seTve a3 general parmet of LIM2 and
cstablished wuidelines for Enron’s 1ransaction of business with 1JM2. Those inciuded: (Y no
cbligation to do uansactions berween Enron and LIMI: (i) the Chiet Accounting and Risk Ontivers
would review, and where appropriste. approve transactions with LIM2: (iii) there would be an
annual review by the Board's Audit Comminee of completed transactions or recommendations. as
appropriate; and (iv} there would be an annual review as 1o the application of the Company's code
of ethics 0 assurc thar such ransactions would pot adversely affect the best interests of the

Company.

The LIM2 partership raised 349 mullion in equity from investons ranging from commercial
and invesument banks, insurance companies. public and private pension funds and hugh net worth
individuals. LIM2 has engaged in approximatcly 11 scparuie ransactions with Enron.

Pursuant to the Board's guidelines. specus! procedures were adopted and utilized fot the
wransaction of business with LIM. Those procedures included the preparation of special LINM2
Deal Approval Shect ("DASH ) that would be prepared for every Enron/LIM?2 transaction generally
descriting the nature of the comroercial ransaction and the relevant sconomics. Approval was also
required by a vanety of seruor level commertial, rechnical and commercial suppont professionals.
DASH was supplernenicd by an LJM approval process checklist testing for compliance with Board
directives for transacuony wath LIM2. including questions sddressing the following:

. altemative sales opuons and counier-parues.

' The ininial LJM parmership was then referred to as LML LIMI and LIM2 will
be referred 10 jointly a8 - JM" unless there is a panicular reason 1o distinguish berween the two

investment parnerships.
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. Jez=+ ninauon that the Urapsaction was conducted ai ams length.
. disclosure obligations. and
. teview of the Lransaction by Enrun® Ottice of the Chairman Chiel Aczounning

Officer and Chief Risk Officer.

As pan of these procedures. it also appeared that sevemsl addiuonal conuols were adhered
lo. These included L™ senior management prolessionals never negotialing on pehalf of Enron.
Erron protessionals negotiating with LIM reponing 1o seRIOf Enron protessionals ot than Mr.
Fastow: Enron Global Finance commercial, legal and acCOUNting monitonng of compliance with
procedures and conuols for regular updates for Chief Accounting and Risk OtFicers. and iniemal and
outside counsel regularty consulted regasding disclosure obligations and review of any such
disclosures.

Based on our review of the 1.JM Deal Appoxd! Sheels and accompand ing checklist. it
appears that he approval procedures e yenernlly adhered 10. Transaclions wert uniformaly
appmvcdbylcg;l rechnical and commeTe essTOial$ A u--ellulh:ChicfAccoummgdeisk
Officers. 1n Most 1ASTANCES. (here was no approval SIgnature for the Office of the Chairman except
for sevenal significant transactions. 1t also appearcd thatthe LM wansactions were reviewed by Lhe
Audit Com:numis. At the February 7. 2000 mecting of the Audit Coraminec. all
LJM tansactions occwTing prior 1o that date wer reviewed. A rEview of all the LIM transacuions
dunng Whe following year was made at the Fedbruary 12 2001 mcetings of both the Audit and
Finance Commirecs.

Based on ow inleniews with vanous Enwen representatives. and notwithsmnding the
foregowng guidehinss and proceduses that weTe adopted. cONCEMmS Were expressed about the
awkwardness in LIM's operating within Fruon and Two potential conflicts of interest. The
gwiowardness arox from the fact that LIM's professiopals - pnmanily ipdividuals reporting to Mr.
Fastow and Michael Koppers - were also Enson employees who officed in Enron space and worked
among Enron employess. Transactions were negouated berweed Engon emmployess acting from
Enson and other Enron employees acting for LIM. Within Envon. there appeared to be an air of
secrecy regarding the L_JM partnerships and suspicion that those Enron cmployees actng for LIM
were teceiving special of additiona) compensatlion. Although there was 3 Services Agreement
between Earon and LM pussuant to which LIM compensated Enson for the services of Exrvon
personnel and use of Envon’s faciliues. dus fact did not quell the awkwardness of the Enron
employees ™ earing two bais.” Much of this aw kwardness should be eliminaed ona going—forward
basis. bowever, by reason of Mr. Fastow's sal¢ of his ownership interestin LM effective July 31.
2_@1_39_1\_4_:.,&22“ (whe resigned from Enson prior to the rransaction)and the complete separation

of LIM’s employess and facilities from Enron.

e q
[ c g
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The first area of potential contlict of taterest yowed By sovers

- e——————

[irdin duais sas (he tisk that

unduc pressure may be placed on Enron protexsivonaly ho were pegatisting with LIM peoauseihas
individuals would ultimately have their perrormance et Jluated TOr COMPENAAIOR FUTRIRS By Nt
Fastow in his capacity as Chief Financial Ofticer. In partcular. Jettre: VieMahoo stared that while
he was Treasurer of Enron he discussed this confliet directly with Mr. Fastow and Jettrey Shathing.
ar that the contlict was not resoh ed prior to his dcceptance of @ new position within baron. Mi
McMahon sisted. however. that he was sware vl no ranaaction where knren sullerad cvoRomic

harm as & result of this potental conflict

The second potential confliet of interest idendfied by sereral indit iduals was that 18y esions
in LIM rmay have perceived that their investment Wiy required o e<tablish or M2iNAIN OLHET DUSINGS
relationships with Fonron. Although no investorsn 1 )M were inten iewed both Mr. Fastow and Mr.
\ic Mahon siated unequivocally that thev 10ld potential investors that there was no lig-in between
LJM investmnent and Enron busipess. Moreoser. Mr. Fastow stated that Mermrilt Lynch was paid 2
fee for marketing 1JM2 partnership interests and that a number ol INVESIOM. such as prvate amd
public pension tunds and high nei wonh individuals. had no business relauonship with Fnron,

- In summan. none ot the individuals interviewed could identi{y any mansacuon bepween
Enron and LM thai was not reasonable from Envon's standpoint or that was contrary 10 Enson’s best
interests. Conversely. the individuals interviewed were virtually uniform in sauing that 1LIM
provided a converuent alternative equity pannef with flexibility that permined Enron o close
ansactions that otherwise could not have been accomplished. Morcover. both the swkwardness and
potential for conflict of interest should b elimunaied on a going-forward basis as a result of Mr.
Fastow's divestment of his ownership interest ;i the LIM parmerships.

5. Acconpting lssues

As stated a1 the outsct the decision was made carly in our peeliminary investigation not 10
engage an independent accounting firm o second guess the accoumring advice and audit reaiment
provided by AA. Based on interviews with represenatives of AA and Mr. Causey. sll maweniad facts
of the Coadot/Whitewing and Raptor vehicles. a5 well as other mansactions involving LIM. appenred
10 have been disclosed 10 and reviewed by AA. Inuis regard AA reviewed the LIM solicitation
matenals and panncrship agreement 10 assure that cerain safeguards were provided that would
permit LIM 10 be 3 source of third party equity in ransactions conducted with Enron. AA likewse
ceviewed specific transactions berween Enron and LIM to assure that LJM had sufficient equiry 1n
{he transaction 1o justify the sccounung and audit principies being applied.

The relationship berween Enron and AA W25 an open one and. according 10 Mr. Causey.
Enron consults AA earty and ofien on accounting and audit issues as they anise. AA concurs with
— this suzement. butl points out that in certain of its Accounting and audit [reatment, i must rely on

Confidenti
tial Treatment REQUESIEd By Wilmer, Cutler & Pickerin
f n | men , ng
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Enrop's statement of the pusiness purpase tor spueilic trunsasiions snd bpron < valuaion of assels
placed in the Condor Whilewing and Rapior SUUCIUrS.

Enron and AA representauives both acknosledze that the accOUREing inedtment on tox
Condor/Whitewing and Raptof IMANSACUONS 15 CREALve 3 -@ bul fo ONE Nis reason W
believe that it 1s inappropnate from & technical standpoinl. in this regard. AN vonsulted with s
seniot technical expens ip its Chicago otlice regarding 1he technical acvounting reament on the
Condor/Whitewing and Raptor transactions, and the AA parmers on the Enron account consulted
with AA'S scnior prastice commuttee in Houston on other aspecis af the transacuions. Lnron may a0
take comfort from AA'S audit opinion and report 10 the Audit Comminee which implicithy approses
the Tansactions invoiving Conduor/ Whitewing and Raptor STRuCTuES in the context of the approval
of Exron's financial sawzments.

Following ow initial interview wi SEnmBLes, YOu agreed with us that it was
desirsble and appropnate 10 provide them with Ms. Watkins anOnymous tener and supplemental
materials 3o that AA could comment directh e allepations contained in thos¢ materials.
AA identified wo allegadons in parucular that. it accurate. would affect their accounting and audit
weatment. Those aliegations were. in effect: (1} There was 2 handshake deal benaeen Mr. Skilling
and Mir. Fastow that LJM would never lose moncy on any transaction with Enrom: and (i) LIM

received 3 cash fee in the Raptor Uransactions that completely tecouped its investment and protit.

Mr. Fastow adamantly denies any agreement with Mr. Skilling or anyone else that 1LJM
would never lose money in ransactions with Enron. and he recognized that such an agreement would
defeat the accounting Ueatment that was the very objective for he formation of LIM. Mr. Causey
is unaware of any such agrecment and has seen no evidence of 1L

Both M. Fastow and Mr. Causey acknowledge that LIM was 10 receive a cash fee for its
management of the Raptor vehicles in an amount not 10 exceed $250.000.00 annually for each
cornpany, for a rotal of $1.000.000.00 for the four entitict. AA Was awdrc of Earon's payment of
these fees as well as other organizanonal costs of the Raptor entities, but these fees fall far shortof
recouping LIM's invesonent in the Raptor ennities. Both Mr. Fastow and Wiz, Causey were quick 10
point out, howeves, that in each Raptor vehicle the first ansaction was 8 “put’ of Enron shares
whych was settled favorably to LIM prior 1 maturity. and as a resalt thereof, distributions wers made
10 LIM 1n amounts equal to or greater than its inital investment in those Rapior vehucles. AA S
aware of these transactions and is comforable that, by reason of the applicable special purpose ertity
accounting rules. the Tansacuons do not undermine LIM's equity invesunentin the Raptor vehicles.

When quest about for these 1wo allegations in her anonvmous letter and

supplemental maiz als. Ms. Waikins sckngwicdged that she had no personal. first hand knowledge
of eitheral ' y on rumers that she heard during the two months she was

working in| Enron Global Finance. and she was uncenain about any details ol the alleged cash lee
L)

g
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alieyation, Nonwninstanding the lack of sy soi.d has for the alteustions, we LRkt by that

A will seek some kind of assurance from Enpon and perhaps trom Messms. F

no such agreement or cash fer payment voowred

6. Adequscy of Discdosures

"

astow and Cawsey that

~ )
Nomithsanding the expression ofcoqéem tn Ms. Watkins' m letter and supponiing

mazerials regarding the acequacy of Enron's ot

vehicles twhuch. 1o a large extent reflect her opinion). AA is comtorable with

A% hitewing and Raplor
the disclosure in the

footnotes 10 the financials descnibing the Condor/Whitewing and Raptor smucturcss and ather
relationships and Dansacuons with LIM._ AA points out that the iransactions invohving
Concor Whitewing ase disclosed inaggregale s in 1he unconsolidated equiry aftiliaies tootnole

and that the transacuons with LIMTICIuging the Rapior gansaclions. are

terms in the,related parm transactions {oothote o the linanciats.

The concern with adequacy ot Jdisclosures 18 that ope can 2

disclosures conuained in proxy solicitations. management's discussion and
footnotes could be more detailed. In this regard. 11 isour undersianding t
provide its fnanciaj stalements and disclosure materials 1o V&E with s

within which 1o respond with comments.

7. Potential Bad Cosmerics

Concern was frequently expressed that the transaciions invelving Cond
Raptor could be portrayed very poorly if subjected W0 2 Wall Szeet Journal expo
lawsuit. Factors pownted to in support of these concems included (1) th
provide equify necessary 1o do ransactions with Condor/Whitewicg an
earnings through denivatve crarsacrions with Raptor when it could be
“third party” involved in those transachions: (i) because voth merchant investment vatue an

disclosed in sduregate
e

lways arzue hinddsipht that
analysis and financial
hat Enron's practice is 10
relatively short time frame

or/Whitewing and
sé or class action
¢ use of Enron stock 10
d Ragtor: {11) recognizing.
argucd that there Was ho rue
d Enron

siock have fallen. the Raptor entites may not be able to sausfy their obligations to Enron. thus

raising the question “Who ultimately bears this lose?72 (iv) the apparent con
raises questions as w the valuation of assets soid to o that wert the subject 0

flict of interest 183u¢
f rranssctions with

Raptor and the uming of those mansactions, (generally st & point when the valuauon was 8t 3

historica! high pont).

8. Conclusions

Rascd on the findings and conclusions et forth with respeci 10
primary concern discussed above, the facts disclosed through our preliminary invesugatl

esch of the four areas of
on do not.

= in our judgment. warrant & further widespread iny csuganon by independent counsel and auditors.

Confid | men mei rn
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: s wath gomeeT that, hecause of the tad
nd Raplor irazsaclions, coupied with the poot periomance

Pl u/seu_nh%hw vehicles and e decline in the vsiue of Enren
%K. there is 0 senous nsk ot adverse pubhcin and Liuyauon
-

' his0 appedrs thal bevause ol the
ies and iwsues rased by Ms. Watking, AA will wanta

{}ur prenmip

2l assurances thet Frror had mo

response should be provi
reviewed., analvzed, and ﬂdm\\.rgjrfomd-lmo'mu new of undisclosed information. were given
serious considaation.

We have previously reponed verbally 10 Mr. Lay and you regarding our investigauon and
conclusions and. a1 your request. have reponed the same information to Robert K. Jaedicke. in s
capacity of Chasrman of the Audit Comminec of Frron's Bowd of Directors. At Dr. Jasdicke's
request. we gave a verbal summary of ows review and conclusions to the full Audit Commitee.
Should you desire 10 discuss any aspevt of this wnuen repon or any other details reyarding our
review of this matter. please 30 not hesitaie to CONLCE US &1 YOUr CORVENKENCC.

Very truly yours.

Vinson & Euxins LLLP.

By. Woaf QY\MA/\M_k N

Max Hendtrick, 111

/.

//" .
/ c Joseph C. Dilg
/ Manmon waebdl’ |
!
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